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. INTERROGATORY RESPONSES
DESIGNATEDAS WRITTEN CROSS-EXAMINATION

Interroaatory Designatina Parties

Office of the Consumer Advocate

James F. Callow (OCA-T-I)

USPSIOCA-TI-1 USPS
USPS/OCA-TI-2 USPS
USPSIOCA-TI-3 USPS
USPSIOCA-TI-4 USPS
USPSIOCA-TI-5 USPS
USPSIOCA-TI-6 PRC
USPSIOCA-TI-7 USPS
USPSIOCA-TI-8 USPS
USPSIOCA-TI-9 USPS
USPSIOCA-TI-10 USPS
USPSIOCA-TI-11 USPS
. USPSIOCA-TI-12 USPS
USPSIOCA-TI-13 PRC
USPSIOCA-TI-14 USPS
USPSIOCA-TI-15 PRC
USPSIOCA-TI-16 PRC
USPSIOCA-TI-17 JSPS
USPSIOCA-TI-18 USPS
USPSIOCA-TI-19 USPS
USPSIOCA-TI-20 USPS
USPSIOCA-TI-21 USPS
USPSIOCA-TI-22 USPS
USPSIOCA-TI-23 USPS
USPS/OCA-T1-24 USPS
USPSIOCA-TI-25 PRC
WMBIOCA-TI-1 WMB
WMBIOCA-TI-2 WMB
WMBIOCA-TI-3 WMB
WMBIOCA-TI-4 WMB
WMB/OCA-T1-5 WMB

. WMB/OCA-T1-6 PRC
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ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIES USPS/OCA-T1-1-4
. USPSIOCA-TI-1.

Please refer to page 9, lines 7 and 8, of your testimony. You state that "the
Washington Mutual NSA, unlike previously proposed or recommended NSAs, permits
unlimited discounts."

(@) Please confirm that the term "unlimited discounts" refers to the fact that the
Washington Mutual NSA contains no cap or stop loss mechanism in relationto
the declining block rate discounts Washington Mutual is eligible to receive. If you
cannot confirm, please explain.

(b) Please confirm that the NSAs with Capital One, Bank One, and HSBC. as
proposed by the Postal Service, did not contain stop loss caps.

RESPONSE TO USPS/CCA-T1-1
(a) Confirmed.
(b) Confirmed. lattemptedto capture in a single phrase the fact that the
. Washington Mutual NSA differs from the "previously recommended Capital One, Bank
One, and HSBC agreements, in which the Commission added a stop loss cap, as well

as from the Discoverand Bookspan NSAs, which were "previously proposed"” (and

subsequently recommended) with a stop loss cap.
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ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPSIOCA-TI-1-4
. USPS/OCA-T1 -2.

Please refer to the appendix labeled “OCA-T-1_att1 -WMB .xis" that you included with
your testimony. Cell D11 in the worksheet tabs labeled "Year 1," "Year 2," and "Year 3"
contains the number -0.111483.
a) Please confirm that the source of this number is a coefficient in the multivariate
regression model that USPS witness Thress used to forecast demand for First-
Class Mail presort letters (Docket No. R2006-1).

b) If you cannot confirm, please explain

RESPONSE TO USPSIOCA-TI-2
(a) Ican confirm that the source of the number -0.111483 is the testimony of

Postal Service witness Thress (USPS-T-7), at Table 16, in Docket No. R2006-1.

(b) NA




ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIES USPS/QCA-T1-1-4

‘ USPS/OCA-T1-3

Please refer to page 3, lines 10 to 12, of your testimony. You state, “l accept Postal
Service witness Ayubs assumption that Washington Mutual’s entire discount induced
First-class Mail solicitation letter volume is converted from Standard Mail.”

a) Inyourjudgment, does Washington Mutual’s ability to convert its solicitation
letter volume from Standard Mailto First-class Mail suggest that Washington
Mutual regards First-class Mail as a close substitute for Standard Mail?

b) Do you agree with the propositionthat by substituting a more expensive product
(First-class Mail) for a less expensive product (Standard Mail), Washington

Mutual expects the additional expense to be offset by a higher response rate to
its First-class Mail solicitations? If no, please explain.

RESPONSE TO USPS/OCA-T1-3
(a) I have no way of knowing how Washington Mutual “regards” First-class Mail
vis-a-vis Standard Mail. However, any mailer who voluntarily uses Firsr-Class Mail and
Standard Mail for essentially the same purposes is behaving as if they are substitutes.
(b) Ihave no way of knowingwhat Washington Mutual “expects.” However, any
mailer who uses a more expensive input for marketing is behaving as if it believes that

the substitution will more than pay for itself.
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ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIES USPS/OCA-T1-1-4
USPS/OCA-T1-4
Please refer to page 12, lines 17to 19, of your testimony. You state that "Washington
Mutual receives discounts on all eligible First-class Mail solicitation letters exceeding
the minimum discount threshold volume of 490 million mailpieces that are prompted for
any reason, ensuring Washington Mutual a positive financial outcome."

a) Inreaching this conclusion, did you consider whether Washington Mutual's
negotiation and litigation costs associated with this NSA would have an effect on
Washington Mutual's financial outcome? If yes, please provide the results of
your analysis.

b) Do you agree that Washington Mutual's financial outcome underthe NSA
depends, in part, on the rate of customer responses it receives from its First-
Class mail solicitations?

c) If Washington Mutual's solicitation letter volume s converted from Standard Mail
to First-class Mail and the rate of customer responses it receives from its First-

Class mail solicitations does not increase, will Washington Mutual's financial
outcome necessarily be positive? If yes, please explain.

RESPONSE TO USPS/OCA-T1-4

(a) No. The purpose of my testimony was to propose a new financial model to
estimate institutional contribution to the Postal Service, the regulated entity.

(b) — (c) Washington Mutual's financial outcome depends in part on customer
response rate, as well as other exogenous factors, such as changes in corporate
marketing plans. Thus, Washington Mutual's financial outcome may or may not be
positive if the rate of customer responses "does not increase."” Usingthe Panzar
analysis, | have controlled for exogenous variables in order to estimate the volume

response of Washington Mutual to changes in price.




412
ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPS/OCA-T1-5-9
‘ USPSIOCA-TI-b.

Please referto page 25, lines 11to 16, and page 26, lines 1to 3, of your testimony
where you estimate the USPS's investment costs, annual administrative costs,
negotiation costs, and litigation costs associated with the Washington Mutual NSA.

(@) Please confirm that Washington Mutual Bank will incur similar costs associated
with the NSA. If you cannot confirm, please explain.

(b) Have you attempted to estimate or quantify the costs of the NSA to Washington
Mutual? If yes, please provide the results of your analysis.

RESPONSE TO USPSIOCA-TI-5
(a) Ican confirm that Washington Mutual will incur similar types of costs.
However, | do not know whether those costs will be similar in magnitude to the costs
incurred by the Postal Service.
. (b) No. The purpose of my testimony was to estimate the financial value of the

agreement to the Postal Service, the regulated entity.




ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPS/QCA-T1-5-9
USPSIOCA-TI-6.
Please refer to page 24, lines 17to 19, of your testimony. You state that "if Washington
Mutual mails First-class Mail solicitation letters exceeding 550 million, 548 million, and
548 millionin Years 1, 2, and 3, respectively, the agreement is not worthwhile as a
financial proposition."

a) Please confirm that the volume threshold you identify in your testimony for Year
1 of the Washington Mutual NSA is 550 million First-class Mail solicitation
pieces. If you cannot confirm, please explain.

b) If Washington Mutual fails to mail more than 550 million Firs-Class Mall
solicitation pieces during Year 1 of the agreement, can it be inferred that
Washington Mutual will receive no benefitfrom the NSA? If no, please identify
the benefits Washington Mutual may receive under the NSA if it fails to malil

more than 550 million First-class Mail solicitation pieces during Year 1 of the
agreement.

RESPONSETO USPS/OCA-T1-6

(a) Not Confirmed. The volume threshold usedir the Panzar analysis is 490
million—the same threshold used in the financial model of the Postal Service (see
USPS-T-1 (Ayub), Appendix A (REV 6-7-06), Page 7). The volume figure of 550 million
represents the volume at which the Postal Service will lose First-class Mail contribution
in Year 1 of the agreement if Washington Mutual malils total First-class Mail solicitation
letters exceeding 550 million.

(b) No. As shown in OCA-T-1, Attachment 1, if Washington Mutual"fails to mail
more than 550 million First-class Mail solicitation pieces" (i.e., Washington Mutual mails
First-class Mail solicitation letters greater than 490 million through 550 million) in Year 1
of the agreement, it will receive the "Total Mailer Discounts"in Column [4] associated

with the “After RatesVolume (Actual)” shown in Column({2].
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ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPSIOCA-TI-5-9
. USPSIOCA-TI-7

Please referto page 15, lines 14to 16, of your testimony. You state, “l therefore apply
the Panzar analysis to Washington Mutual’s forecast velumes utilizing a price-
difference, rather than an own-price, elasticity of demand.”

a) Please explainthe meaning of the term “price-difference elasticity” as you use it in
your testimony.

b) Do you agree with the propositionthat every individual mailer has a price-
difference of elasticity demand of -0.11157 If no, please explain.

¢) Didyou consider or evaluate the Panzar test using different estimates of price-

difference elasticity of demand? If yes, please provide the results of your
analysis.

RESPONSE TO USPS/OCA-T1-7
(a) lusethe term “price-difference” elasticity as an alternative for the term
’ “discount” elasticity.
(b) No. The price-differenceelasticity of -0.1115 is the average response for
Standard Mail Regular letters convertingto First-class Mail. As such, itis unlikely that
any particular mailer would have a price-differesce elasticity identical to the average.

(c) No.
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ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIES USPSIOCA-TI-5-9
. USPSIOCA-TI-8

Please refer to page 16, lines 8 and 9, of your testimony. You state that neither "the
Postal Service nor Washington Mutual, however, supplied a price-difference (or own-
price) elasticity specific to Washington Mutual in this proceeding.”

a) Did you attempt to estimate Washington Mutual's cross-price elasticity? If yes,
please provide the results of your analysis.

b) Did you consider how cross-price elasticity could be used in the development of
the Panzartest? If yes, please provide the results of your analysis.

c) Ifyou were to replicate your analysis under the Panzar test using the USPS's

average own-price elasticity for First-class Mail and Standard Mail, what would
be the results of your analysis?

RESPONSE TO USPSIOCA-TI-8

. (@) — (b) No. A cross-price elasticity was not relevantto the development of the
Panzar analysis presented in my testimony.

(c) The Postal Service's average own-price elasticity for First-class Mail
workshared letters and Standard Mail letters were not relevant to the development of
the Panzar analysis presented in my testimony. However, see my response to
WMBIOCA-TI-(g), where luse the average First-class Mail workshared letters own-

price elasticity (-0.129934) and the average price-difference elasticity (-0.111483) in the

Panzar analysis.
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ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPS/OCA-T1-5-9

USPSIOCA-TI-9

Please refer to page 16, lines 10 to 12, of your testimony. You state, "l use the 'Average
Standard Regular Letters Discount (relative to First-Classy developed by witness
Thress (USPS-T-7) in Docket No. R2006-1."

a) Please explain why you decided to use the Average Standard Regular Letters
Discount for developing the Panzar test.

b) Didyou consider usingthe average First-class Mail and Standard Mail own-price

elasticity and cross-price elasticity for developingthe Panzartest? If yes, please
provide the results of your analysis.

RESPONSE TO USPS/OCA-T1-2

(a) Inresponse to OCA/USPS-T1-25(a) — (c), witness Ayub states that

the relevant elasticities are the own-price elasticity of WMB's First-class Mail

and the elasticity of WMB's First-class Mail with respectto the discount between

First-class Mail and Standard Mail (rather than the cross-price elasticity).

Witness Ayub further states, in response to OCA/IUSPS-T1-27, that "Using a
discount elasticity[ ] similar to the one used by Witness Thress [USPS-T-7] in Docket

No. R2006-1 to model shifts between First-class Presort mail and Standard Mail

regular’ results in the following equation:

I ANTAE
0,-0 [p} [d]

where the term E, represents "discount elasticity." '

However, | assume, like witness Ayub, that Washington Mutual's forecast after-

rates volumes are to be derived entirely from the conversion of solicitation letters from

Standard Mailto First-class Mailfor purposes of estimating the financial value of the
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ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPS/OCA-T1-5-9

‘ agreement. As a result, withess Ayub subsequently confirms, in response to
OCA/USPS-T1-29(c), that the form of the equation should be as follows
£y
O, =0, ‘1‘[%]
since he implicitly assumes an own-price elasticity of O for Washington Mutual’s First-
Class Mail volume.

Accordingly, the only relevant elasticity to be applied is the “discount elasticity,”
presented in Table 16 of withess Thress’ testimony (USPS-T-7), which he identifies as
the “Average Standard Regular Letters Discount (relative to First-Class).”

(b) No. According to withess Ayub, Washington Mutual’s First-class Mail
solicitation letters volume is to be derived entirely from the conversion of Standard Mail

. solicitation letters to First-class Mail. For purposes of estimating the financial value of
the agreement, there is no other source for Washington Mutual’s First-class Malil
volume. Accordingly, lassume an own-price elasticity of C. Moreover, as indicated by

witness Ayub, a cross-price elasticity is not relevant to the estimation of demand for

Washington Mutual.
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RESPONSES OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIES USPS/OCA-T1-10-16

. USPS/OCA-T1-10.

Please referto page 3, lines 2 to 5, of your testimony. You state, "l propose application
of an alternative financial modelto the negotiated service agreement concluded
between Washington Mutual Bank and the Postal Service, based upon the 'Panzar’
analysis presented by the Commission in Docket No. I4C2005-3."

a) Indeveloping your Panzar model, did you rely on the framework and guidance
presented in the Opinion and Further Recommended Decision of the Postal Rate
Commission (PRC) in Docket No. MC2004-37

b) Did you rely on any additional sources to develop your Panzar model? If yes,
please identify those additional sources.

RESPONSE TO USPS/OCA-T1-10

(a) = (b). Irelied on the framework and guidance presented inthe Opinion and

Further Recommended Decision in Docket No. MC2004-3 .and additional sources, to

. the extent cited in my testimony.
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RESPONSES OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIES USPS/CCA-T1-10-16
. USPS/OCA-T1-11.

Please refer to page 26 of the PRCs Opinion and Further Recommended Decision in
Docket No. MC2004-3 where it states, "The essence of the framework would be for the
mailer and the Postal Service to establish a wide range of potential volumes that
constituted the realistic bounds of what the mailer would send underthe terms of the
agreement (after-rates volumes). The proponents would negotiate a set of discounts
that would demonstrably satisfy the Panzar inequality above for every possible after-
rates volume within the range."

a) Please confirmthat, accordingto the PRC's Opinion and Further Recommended
Decision in Docket No. MC2004-3, the Panzar test requiresthe proponents to
"establish a wide range of potential volumes that constituted the realistic bounds
of what the mailer would send under the terms of the agreement (after-rates
volumes)." If you cannot confirm, please explain.

b) Inyourjudgment, what range of volumes would be considered "realistic" as you
understand that term?

¢) Indeveloping your Panzar model, did you estimate Or assume a range of
volumes that would be sent under the Washington Mutual NSA? If yes, please
state your estimations or assumptions.

. d) Inyour opinion, is it possibleto forecast future mail volumes without knowledge
of future prices? If yes, please provide examples.

e) Inyourjudgment, did Washington Mutual provide a "realistic” forecast of its
before-rates and after-rates mail volumes in its testimony (WMB-T-1)?

RESPONSE TO USPS/OCA-T1-11

(a) Confirmed.

(b) As stated in PRC Op. MC2005-3, para. 5012, quoted in part a., above, the
framework isto be used by "proponents” during negotiationsto "establish a wide range

of potential volumes." The difference between the framework and the "Panzar" analysis

was described by the Commission in PRC Op. MC2005-3 (Bookspan), para. 4089, fn

. 110:
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RESPONSES OF OCA WITNESS JAMES F.CALLOW
TO INTERROGATORIESUSPS/OCA-T1-10-16

The Panzar analysis is notto be confused with the alternative approach model for
designing declining block NSAs suggested by the Commission in its Opinion and
Further Recommended Decision in MC2003-4, paras. 5001-38. The former is an
analysis for evaluating the risk of loss, while the !atter is a model for negotiating

NSAs that uses the Panzar analysis in their design.

Since | am not participating in negotiating an NSA, | did not consider what range
of volumes would be "realistic."

(c) No.

(d) Yes. A trend analysis has been used in the past by the Postal Service as "a
relatively simple approach . . . to predict future movements in mail demand.” Docket
No. MC2004-3, Revised Declaration of Michael K. Plunkett (May 18, 2005), at 7.

(e) No. i estimated, and the Postal Service confirmed in response to
OCA/USPS-T1-29(d), a "discount elasticity" of -0.8538 that was "backed-out" of
Washington Mutual's stated before-rates and after-rates point volume estimates using
the average revenue for First-Classmarketing letters, the Standard Mail revenue per
piece, and the highest negotiated discount—assuming Washington Mutual's own-price
elasticity equals 0. This derived “discount elasticity" is rnore than 29 Standard Errors
away from the "price difference" elasticity developed by witness Thress, calculated as
follows: 29.0883 ((0.111483 - 0.'85387166) /0.033187)), where 0.111483 represents
the absolute value of the "price difference” elasticity developed by witness Thress,

0.85387166 the absolute value of Washington Mutual's derived "discount elasticity,"

and 0.033187 the absolute value of the Standard Error developed by witness Thress.
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RESPONSES OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIES USPSIOCA-TI-10-16

USPSIOCA-TI-12

Please refer to pages 24 to 27 of your testimony. On page 25, lines 4 and 5, of your
testimony, you state, "l use net present value analysis i0 estimate the volume that
would produce a return on investment equal to the Postal Service’s ‘cost of money.™
a) Please confirm that you compared the net present value (NPV) of the Postal
Service’s costs to the absolute discounts paid to Washington Mutual to estimate
the Postal Service's return on investment under the NSA. If you cannot confirm,
please explain.
b) To estimate the Postal Service’s return on investment under the NSA, did you

also compare the NPV of the Postal Service’s costs to the NPV value of
discounts paid to Washington Mutual?

c) Isn‘tittrue that the comparison described in subpart (b) would yield a more
accurate estimate of the Postal Service’s return on investmentthan would the
comparison described in subpart (a)? If no, please explain.

. RESPONSE TO USPS/OCA-T1-12
(a) Notconfirmed. As explained in my testimony in the cited pages, | calculated

whether the present values of cash inflows exceed present values of cash outflows
discounted at the Postal Service’s “cost of money.” Inthe case of the Washington
Mutual NSA, cash inflows to the Postal Service consist cf “new” contribution, less any
discounts “earned” by Washington Mutual. Cash outflows consist of investment
expenses (e.g., negotiation and litigation costs), and annual administrative costs. At
544 million in Year 1, the Net Present Value is $49,302—indicating that cash inflows
equal (approximately) cash outflows when discounted at the Postal Service’s cost of

money.

(b) Yes. See the response to part (a), above.

. (c) Yes.
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RESPONSES OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPSIOCA-TI-10-16

USPS/OCA-T1-13
Please referto pages 25 and 26 of your testimony. Using the costs you have
estimated, please calculate the Postal Service's return on investment under the NSA if
the agreement generated the following increases in cont:ibution in Year 1:

a) $1,000,000.

b) $2,000,000.

¢) $5,000,000.

RESPONSE TOUSPS/OCA-T1-13

The net present value analysis in my testimony is based upon cash inflows
during the entire three-year period of the Washington Mutual NSA. For purposes of this
response, i therefore assume cash inflows of $1 millior: for Years 1, 2, and 3 in
response to part a); $2 million for each year in response to part b): and, $5 million for
each year in response to part c). |also assume the cash outflows (i.e., negotiation,
litigation, and annual administrative costs), and the discount rates of the net present
value analysis remain the same.

(@) The net presentvalue is: $2,155,116.

(b) The net presentvalue is: $4,853,409.

(c) The net presentvalue is: $12,946,849.
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RESPONSES OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPSIOCA-TI-10-16
. USPS/OCA-T1-14

Please referto page 11, line 10, of your testimony, where you state that, "Washington
Mutual's volume estimates are not subject to replication.”

a) Have you attempted to develop independentforecasts of Washington Mutual’s
before-rates mail volume? If yes, please provide the results of your analysis.

b) Have you attempted to identify exogenous factors that could cause an increase
inthe before-ratesvolume?

c) If your answer to subpart (b) is yes, have you attempted to model the impact of
these factors on the before-rates and after-rates mail volume? If no, please
explain why you have not attempted to do so.

d) Assume that an exogenous factor leads to increased mail volumes. Isn'tit true

that Washington Mutual would have to spend more money on postage to mail
those volumes through the USPS? If no, please explain.

. RESPONSE TO USPSIOCA-TI-14

(a) No.

(b) Yes. See mytestimony at page 10, lines 1-4.

(c) No. ldid not develop a model of Washington Mutual’'sdeman: for First-
Class Mail solicitation letters to estimate the effect of exogenous factors on Washington
Mutual’s before-rates and after-rates volume.

(d) Yes. Inthe context of the Washington Mutual NSA, an exogenous factor (or
factors) that increased solicitation letters volume would increase postage revenuesto
the Postal Service. However, based on the conditions assumed, such an increase in

postage would occur with or without the NSA, resulting in the Postal Service receiving

an increase in institutional contribution, but not from the NSA.
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RESPONSES OF OCAWITNESS JAMES F. CALLOW
. TO INTERROGATORIESUSPSIOCA-TI-10-16

USPS/OCA-T1-15

Please refer to page 7, lines 1 to 5, of your testimony. You state, "An essential
requirement of any negotiated service agreement is mutual financial gain for both the
Postal Service and the potential NSA partner. Mutual gain arises where the agreement
generates additional contribution for the Postal Service resulting from the entry of
additional mail in response to discounted rates offered to the participating mailer.”
Additionally, please refer to page 7, lines 21 and 22, and page 8, line 1, of your
testimony. You state, "A 'win-win' outcome for the Postal Service and the participating
mailer is also essential to reduce the risk of harm to mailers not party to the agreement,
especially where such mailers are dependent on the monopoly services of the Postal
Service."

a) Assume that under this NSA Washington Mutual converts all of its Standard Mail
volume to First-class Mail resulting in $10 million &f increased contribution to the
Postal Service.

l. In your opinion, would Washington Mutual's increased contribution under
the NSA benefitthe Postal Service? If no, please explain.

I Inyour opinion, would Washington Mutuai's increased contribution under
the NSA benefit other mailers not party to the agreement? If no, please
explain.

b) Additionally, assume that the Postal Service did not enter into this NSA with
Washington Mutual. Do you agree with the proposition that the opportunity cost

of not pursuing this agreement with Washington Mutual is $10 million? If no,
please explain.

c) Inyour opinion, would the Postal Service be in a better financial position under
the hypothetical presented In subpart (a) or under the hypothetical presented in

subpart (b)? If no, please explain.

d) Inyour opinion, would other mailers not party to the agreement be in a better
financial position under the hypothetical presented in subpart (a) or under the
hypothetical presented in subpart (b)? If no, please explain.

RESPONSE TO JSPS/OCA-T1-15

(@) = (d) Idon't know. Washington Mutual may convert its Standard Mail to

First-class Mail because of exogenous factors, with or without the NSA.




RESPONSES OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPS/OCA-T1-10-16

USPS/OCA-T1-16

Please refer to page 28, lines 2 to 6, of your testimony. You state in part, "This
expected contribution is sufficientto recover the Postal Service's investment in the
Washington Mutual NSA, and provide a meaningful contribution to institutional costs."

a) Please explainwhat you mean by the phrase "meaningful contribution to
institutional costs" as you use it in your testimony.

b) Have you identified a minimum absolute value of increased contribution that will
"provide a meaningful contribution to institutional costs"? If yes, please provide

the analysis used to develop this number.

RESPONSETO USPS/OCA-T1-16

(&) Idefine the phrase "meaningful contribution” to mean institutional
contribution to the Postal Service significantly greater than $0.

(b) Yes. At a volume of 521 million, the estimated financial benefit to
Washington Mutual approximates the expected contribution received by the Postal
Service during the three-year period of the agreement. The Postal Service's expected
contribution is $3.453 million, while Washington Mutual ‘earns" discounts of $3.510
million. See my testimony at pages 27-28. At this volume. contribution to the Postal
Service is approximately 100 percent,i.e., 98.4 percent ($3.454 / $3.510) of
Washington Mutual's discounts, and therefore provides a "meaningful contribution to

institutional costs."
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RESPONSES OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESUSPS/OCA-T1-17-18

. USPS/OCA-T1-17.

On page 24, lines 22 to 24, of your testimony, you state, "The Panzar analysis does not
consider the Postal Service's.. .costs of litigation to obtain regulatory approval.”

a) To your knowledge, has the Postal Rate Commission ever considered a party's
costs of litigation to obtain regulatory approval in a rate and classification
proceeding? If yes, please provide examples.

b) Please confirm that, as a general matter, the USPS's NSA litigation and
negotiation costs are likely to increase when an intervenorfiles testimony. If you
cannot confirm, please explain.

c) Please confirm that, as a general matter, the USPS's NSA litigation and
negotiation costs are likely to increase when the Commission alters the terms of
the NSA. If you cannot confirm, please explain.

RESPONSE TO USPS/OCA-T1-17.

. (a) Notto my knowledge. That said, while a negotiated service agreement is
presented in a mail classification proceeding, it is not a "typical" mail classification. Ina
"typical mail classification proceeding, the Postal Service proposes a cost coverage
that includes a reasonable contribution to institutional costs based upon the rates and
fees inits requestto the Commission. Under such circumstances, litigation costs are
considered at least indirectly by the Commission in determining the appropriate cost
coverage. Unlike "typical" mail classification proceedings, however, the Postal Service
does not propose a cost coverage based upon the discounted rates contained in a
negotiated service agreement. To date, negotiated rates have simply been required to
generate an estimated increase in institutional contribution to the Postal Service greater
than $0 for the agreementas a whole. The net present value analysis | propose

. attempts to establish a reasonable basis for estimating at what point the Washington
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. Mutual NSA will make a reasonable contribution to the institutional costs of the Postal
Service. As suggested by the Commissionin PRC Op. MC2005, paras. 4014, fn 50,
and 4015, fn 51, | propose a positive return on the Postal Service's investment at least
equal to the Postal Service's "cost of money."

(b) = (c) Ingeneral, litigation expenses are likely to increase in response to
intervenor testimony or Commission action. However, litigation associated with active
participation by an intervenoror Commission action is a cost to obtain regulatory
approval and, as such, that cost should be included in any estimate of litigation
expenses. By contrast, negotiation expenses would be relatively fixed in amount as

they are associated with developing and concluding an agreement, and for the most

part occur prior to litigation before the Commission.
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USPS/OC T1-18.

Please refer to page 25, lines 15 and 16, and page 26, line 1, of your testimony. You
state, ‘| estimate the Postal Service's investment in negotiating and litigating the
Washington Mutual NSA at $250,000 each...or $500,000.”

a) Please provide the quantitative analysis on which you relied to develop this
estimate.

b) Please confirm that you used either the penalty figure from section {I{J) of the
Washington Mutual NSA (“Solicitation Mail Volume Guarantee”) Or the penalty

figure from section (D} of the agreement as a proxy for your estimate of the

USPS’s costs for negotiating and litigating the agreement. If you cannot confirm,
please explain.

c) Please confirmthat, to your knowledge, the USPS has never represented that
either of the penalty figures referenced in subpart (b) serves as a proxy for the
USPS’s costs for negotiating and litigating the agreement. If you cannot confirm.
please explain.

. RESPONSE TO USPS/OCA-T1-18.
(a) See my response to WMB/OCA-T1-4(a) — (D) for the basis of my estimate of

the costs of negotiation. See my responseto part (c), below, for the basis of my

estimate of litigation costs.

(b) Confirmed, for the Postal Service’s costs of litigation.

(c) linterpretedthe testimony of witness Ayub on oral cross-examinationto
mean the litigation costs of the Postal Service:

Ithink [the transaction penalty cost of $250,0001 is supposed to cover the
transaction costs of pursuing the NSAs. Tr. 2/184
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. USPS/OCA-T1-19.

Please referto your responseto USPSIOCA-TI -5, subpatrt (b), where you confirm that
you have not attempted to quantify the cost of the NSA to Washington Mutual. Please
also refer to page 7, lines 9 to 10, of your testimony. You state, "An essential
requirement of any negotiated service agreement is mutual financial gain for both the
Postal Service and the potential NSA partner.”

a) Please confirm that Washington Mutual Bank would benefit financially from the
incentives the NSA will provide WMB for converting Standard Mail volume to
First-class Mail.

b) Inyourjudgment, is it possible to determine whether the WMB NSA will result in

"mutual financial gain”to WMB and the Postal Service without attempting to
quantify the costs of the agreement to WMB? If yes, please explain.

RESPONSE TO USPSIOCA-TI-19.
(a) Confirmed, assuming Washington Mutual enters "eligible” First-class Mail,
’ as that term is defined under the NSA.

(b) Yes. Quantifying the financial gain to washington Mutual under the NSA
has not been estimated by the Postal Service, or provided by Washington Mutual.
Moreover, the Commission has not prepared, or requiredthe Postal Service or NSA
participants to provide, an estimate of financial gain. Mor in myjudgment is it necessary
in order to determine whether Washington Mutual will derive any financial gain. Since
Washington Mutual can exit the agreement "without cause" at any time, expected
financial gain to Washington Mutual is signified by its continued participation in this

proceeding.
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‘ USPSIOCA-TI-20.

Please refer to your response to USPSIOCA-TI-4, subparts (b) and (c). You state,
"Washington Mutual's financial outcome may or may not be positive if the rate of
customer responses 'does not increase.™ Please assume for the purpose of this
interrogatory that the NSA induces WMB to shift 90 percent of its solicitation mail
volume to First-class Mail from Standard Mail. Additionally, please assume that all
other variables remain constant except for the rate of customer responses WMB
receives from its First-class Mail solicitations.
a) Ifthe customer response rate referenced above were to decrease or remain
constant after WMB converts its Standard Mail volume to First-class Mail, could
WMB experience a net positive financial outconie underthe NSA?

b) Ifthe answerto subpart (a) is "yes," please explain how WMB could experience
a net positive financial outcome under the NSA.

¢) Doesthe possibilitythat WMB's customer response rate might decrease under the
NSA pose a financial risk to WMB?

d) Ifyour answer isto subpart (c) is "no" please ideritify any risks you have identified
for WMB under the NSA.

RESPONSE TO USPS/QCA-T1-20.

(a) - (b) The Postal Service has selected one exogenous factor —the response
rate of customers receiving Washington Mutual's solicitation letters —and assumed that
rate will decrease or remain constant for First-class Mail solicitation letters after
implementation of the NSA. This is implausible in that the decrease in response rate is
assumed to be present only after-rates, but not before-rates. Moreover, while customer
response rates may differ as between First-class Mail and Standard Mail, any
exogenous factor that affects the response rate of custorners receiving First-class Malil
solicitations will also affect the response rate of customers receiving Standard Mail

. solicitations in the same direction. Given the implausible nature of this interrogatory's
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. assumption, Washington Mutual is unlikely to experience a net positive financial
outcome.

(c) - (d) The Postal Service’'s assumed risk—that the customer response rate
might decrease —is not a financial risk inherentto or associated with an NSA. The risk
that Washington Mutual (or the Postal Service) may misestimate the customer
response rate, or the risk of any other exogenous factor, is always presentand is
independent of whether Washington Mutual participates in an NSA or not. Thus, the
Commission’s statement regarding risk is accurate:

All risk related to volume forecasts used as the basis for unrestricted volume

discounts is borne by the Postal Service and other mailers not party to the

agreement. PRC Op. MC2004-3 (Bank One Opinion and Further Recommended

Decision), para. 5007, fn 21.

Moreover, for purposes of estimating the financial value of the agreement, |

. explicitly controlled for the effects of exogenous factors before-rates and after-rates in
developing the Panzar analysis. Doing so precludes manipulation of exogenous factors
to produce a desired or intended outcome, such as an assumption of the presence of
exogenous factors after-rates, or the lack thereof, that differs from before-rates, or vice
versa. As a result, the Panzaranalysis produces an estimate of financial value that is
based an volumes attributable to the discounted rates, ratherthan to exogenous
factors. The Postal Service’s hypothetical is not a ceteris paribus assumption, since the

customer response rate is assumed relatively unfavorable to Washington Mutual after-

rates, but relatively favorable before-rates.
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. USPS/OCA-T1-21.

Please refer to your responseto USPSIOCA-TI -8, subparts (a)-(b), where you state that
"A cross-price elasticity was not relevant to the development of the Panzar analysis
presented in my testimony."

a) Please define the term "cross-price elasticity" as you understand it.

b) Forthe purpose of this subpart, please assume that the Postal Service does not
enter into an NSA with WMB and that all exogenous factors and postage prices
remain constant. Additionally, please assume that WMB converts its Standard
Mail volume to First-class Mail at the rate identified in the original filing. Please
calculate the resulting cross-price elasticity and explain how you reached your
result.

c) Forthe purpose of this subpart, please assume that the Postal Service does not
enter into an NSA with WMB and that all exogenous factors and postage prices
remain constant. Additionally, please assume that WMB converts its Standard
Mail volume to First-class Mail at the rate identified in the original filing. Please
confirm that a calculation of cross-price elasticity would be essentialto an
evaluation of WMB's mailing preferences. If you cannot confirm, please explain.

RESPONSE TO USPSIOCA-TI-21
(a) A "cross-price" elasticity, or a cross elasticity of demand, "measures how
sensitive [] purchases of one product (say X) are to a change inthe price of some other
product (say Y).” (Emphasis original). McConnell, Carnobell R., Economics (10" Ed.,
1987), 502. In general terms, a cross elasticity of demand can be described as follows:
Percentage Change in

Exy = Quantity Demanded of X

Percentage Change in
Priceof Y

More specifically, the cross-elasticityof demand is “the percentage change in the

quantity of X purchased resultingfrom a 1 percent change inthe price of ¥." Ferguson,
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C. E., Microeconomic Theory,{1969), 86. Thus, the cross-elasticity of demand can be

defined as:

¢ Ap,
g
' q, P.

where E_, isthe cross elasticity of demand for productx with respect to a change in
price of producty , Ag_is the change in the quantity ofx , and Ap is the change in the
price of y .

(b) = (c) The purpose of my testimony is to estimate the financial value of the
Washington Mutual NSA to the Postal Service, The hypotheticalis unrelated to my
testimony in that it requeststhe calculation of a cross elasticity under circumstances
where there is no agreement. Specifically, the hypotheticalassumes "the Postal
Service does not enter into an NSAwith WMB and that aff . . . postage prices remain
constant." (Emphasis added).

In order to estimate the financial value of the agreement, | did not consider the
possibility of no agreement. Nor did I calculate a cross elasticity, or consider the role of
such an elasticity in any evaluation of Washington Mutual's mailing preferences. In
addition, as stated previously, a cross elasticity is not relevant to the development of the
Panzar analysis in my testimony.

Moreover, the hypothetical cannot be answered as posited. Given the absence
of any change inthe price of First-class Mail or Standard Malil, as stated in the
hypothetical, the requested cross elasticity cannot be derived because the definition of

a cross elasticity (see part (a), above) requires a change in price.
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‘ USPS/OCA-T1-22.

Please refer to your responseto USPS/OCA-T1 -11, subpart (d), where you confirm that
it is possible to forecast future mail volumes without knowledge of future prices.
Additionally, you state that "A trend analysis has been used in the past by the Postal
Service 'as a relatively simple approach...to predict future movements in mail demand.™

a) Please confirm that it is your understandingthat the Postal Service uses trend
analysis to forecast before-rates or after-rates mail volume.

b) Inyourjudgment, do you believe that a trend analysis which does not account for
price changes can yield an accurate estimate of future mail volumes?

c) Is the price of postage an important factor in developing a forecast of demand?

d) To your knowledge, are there any other methodologies other than a trend
analysis that would enable USPS or WMB to ferecast future mail volume?

RESPONSE TO USPSIOCA-TI-22.
. (a) Confirmed.

(b) Inmyjudgment, a trend analysis that forecasts future mail volumes solely as
a function of time does not account for price changes, and therefore cannot yield a
reliable or accurate estimate of future mail volumes. The Postal Service apparently
agrees, stating that "a simplified trend analysis ignores exogenous factors such as
pricing changes, interestrates .. .competitors' strategies . . . and a host of other
variables." Docket No. MC2004-3,Revised Declaration of Michael K. Plunkett (May 18,
2005), at 8.

(c) Yes.

(d) Idon't know. To the extentthere are, | did not considerthem, and they are

not used in my testimony. That said, the use of price elasticities is one methodology |
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. am awarea that explicitly controls for the effects of €x0genous variable in estimating

future mail volumes. Inmy testimony, | used a pricedifference elasticity.
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‘ USPS/OCA-T1-23.

Please refer to your responseto USPS/OCA-T1 -11, subpart (e). Additionally, please
refer to your response to USPSIOCA-TI-14. subpart (c) where you state, "l did not
develop a model of Washington Mutual's demand for First- Class Mail solicitation letters
to estimate the effects of exogenous factors on Washington Mutual's before-rates and
after-rates volume."

a) Please confirm that your response to USPS/OCA-T1-11, subpart (e), is based
solely on an evaluation of Washington Mutual's before-ratesand after-rates
volumes and the elasticities you identified in your responseto USPS/OCA-T1 -11,

subpart (e).

b) Please describe all factors other than the elasticities you identified in your
answer to USPS/OCA-T1 -11, subpart (e), that support your negative response
to USPS/OCA-T1-11, subpart (e).

c) Please identify the exogenous factor or factors that might cause WMB to shift its
solicitation mail volume from Standard Mailto First-class Mail.

d) Forthe purpose of this subpart, please assume that the Postal Service does not
enter into an NSA with WMB. For each factor identified in subpart (c) please
describe how these factors would induce WMB to shift its solicitation mail volume
from Standard Mail to First-class Mail.

e) Please confirm that you did not independently estimate the effect of exogenous
factors on Washington Mutual's before-rates and after-rates mail volumes.

9 Inyourjudgment, is it possible to estimate the impact a change in an exogenous
factor would have on mail volume without also Estimating the effect of

exogenous factors on before-rates and after-rates mail volumes? If your answer
isyes, please explain.

RESPONSE TO USPS/OCA-T1-23.
(a) Confirmed.
(b) Iconsidered none.
(c) In mytestimony, llisted a few exogenous factors from an infinite number of

‘ possible factors that might cause a shift in Washington Mutual solicitation mail volume.
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Probably the most important factors "include changes in corporate management, or
changes in corporate financial goals or marketing strategies." See my testimony at
page 10, lines 1-4.

(d) - (e) ldid notindependently model the effects of exogenous factors on
Washington Mutual's mail volumes. Consequently, | do not know with certainty how
Washington Mutual would respond to these exogenous factors. Nevertheless,
whatever exogenous factors are identified, those factors will be present and affect
Washington Mutual's mail volumes with or without the NSA. Most problematic for the
Postal Service, however, would be a change in corporate marketing strategy in which
Washington Mutual decided to shift its solicitation mail volume from Standard Mail to
First-class Mail, and then concluded with the Postal Service a negotiated service
agreement that featured discounted rates.

() No. As witness Ayub has testified, “if a variable causes a change in the
before-rates forecast, holding all other factors equal, it should have a similar impact in

the same direction on the after-rates forecast." Tr. 2/28 (QCA/USPS-T1-1(d)).
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I USPS/OCA-T1-24.

Please refer to your responseto USPSIOCA-TI-15. subpatrts (a) - (d), where you state,
“ldon’t know. Washington Mutual may convert its Standard Mailto First-class Mail
because of exogenous factors, with or without the NSA.” Please revise your
responses to USPS/OCA-T1-15, subparts (a) - (d), assumingthat all exogenous
factors remain constant.

RESPONSE TO USPSIOCA-TI-24.

In my response to USPS/OCA-T1-15(a} - (d), | assumed that all exogenous
factors remain constant because such factors are always present and may cause
Washington Mutual to convert its Standard Mail to First-class Mail, “with or without the
NSA.” Thus, my answer remains the same.

Interrogatory USPS/OCA-T1-15(a) - (d) assumes that the Postal Service will

‘ automatically benefitfrom an NSA if, afler the agreement is implemented, there is a
subsequent increase in mail volume. However, it cannst be assumed that because the
Postal Service enters into an NSA with a mailer and volumes increasethat the increase
was caused by the NSA. Indoing so, the Postal Service commits the well known logical
fallacy post hoc ergo propter hoc. Itis entirely possible that the increase in mail volume
was caused by exogenous factors, which exist with or without the NSA. Moreover,
increased contribution benefiting the Postal Service and mailers not party to the
agreement, above what would be realized absent a NSA, occurs only where additional
mail volume is caused by the incentive to mail additional volume (because of the

mailer’'s demand characteristics), and not because of exogenous factors.
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USPSIOCA-TI-25.
Please refer to your response to USPS/QOCA-T1-16, subpart (a), where you state, "l
define the phrase 'meaningful contribution'to mean institutional contribution to the

Postal Service significantly greater than $0.” Please define the threshold for
"significantly greater than $0."

RESPONSETO USPS/OCA-T1-25.

At a "threshold" {i.e., volume) of 521 million during each year of the agreement,
the resulting institutional contribution of $3.453 millionwould represent a 'meaningful
contribution” to the Postal Service “significantly greater than $0." See my response to

USPSIOCA-TI-16(b).
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WMB/OCA-T1-1.

Please refer to lines 6 through 12 on page 16 of your testimony where you state:

Neither the Postal Service nor Washington Mutual, however, supplied a
price-difference (or own-price) elasticity specific to Washington Mutual in this
proceeding. Inthe absence of such a company-specific elasticity, l use the
"Average Standard Regular Letter Discount (relative to First-class)"
developed by witness Thress (USPS-T-7) in Docket No. R2006-1. That
elasticity, estimated at -0.1115, serves by default as a proxy for Washington
Mutual's elasticity of demand for Standard Mail with respect to the change in
the price difference between First-class Mail and Standard Mail.

Please also refer to witness Ayub's response to OCA/USPS-T1-28(d) where he
confirms that "if Washington Mutual's First-class mail volume had an own-price
elasticity of demand equaling zero, the given equation could be solved as stated, within
rounding" in response to OCA's calculation of a -.8538 "discount elasticity" for WMB's
First-class Mail volume.

Further, please refer to page 18 of your testimony where you discuss the volume above
. which the Panzar analysis indicates that "the Postal Service will lose First-class Malil
contribution in Year 1 of the agreement.”

Finally, please refer to the elasticities for workshared First-class Mail presented on
page 73 of witness Thress' testimony (USPS-T-7) in Docket No. R2008-1.

(a) Please confirm that the Panzar analysis presented in your testimony assumes
that the own-price elasticity of demand of WMB's First-class Mail volume is zero.
If not confirmed, please explain fully.

(b) Please confirm that the Panzar analysis presented in your testimony does not
take into account any cost savings from the NSA. If not confirmed, please
explain fully.

(c) Please confirm that the Panzar analysis in your testimony assumes that WMB's
"price-difference elasticity" is equal to the average for workshared First-class
Mail, but that its own-price elasticity is significantly less - zero - than the average
for workshared First-class Mail. If not confirmed, please explain fully.

(d) Please confirm that the volume above which the Panzar analysis estimates "the
Postal Service will lose First-class Mail contribution” would be higher than
presented inyour testimony if it used average elasticities (for workshared First-
. Class Mail) for both the price difference elasticity and the own-price elasticity. If
not confirmed, please explain fully.
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(e) Please confirm that the volume above which the Panzar analysis estimates “the
Postal Service will lose First-class Mail contribution” would be higher than
presented in your testimony if it used the price-difference elasticity of-.8538 that
OCA calculated in OCA/USPS-T1-29(d) and an own-price elasticity of zero. If not
confirmed, please explainfully.

(9 Please provide revisions to Figures1, 2, and 3 of your testimony based upon a
Panzar analysis that uses a price-difference elasticity of-.8538 and an own-price
elasticity of zero. Please also provide all of your underlying calculations in an
electronic spreadsheet format.

{(g) Please provide revisionsto Figures 1, 2, and 3 of your testimony based upon a
Panzar analysis that usesthe average price-difference and own-price elasticities

for workshared First-class Mail. Please also provide all of your underlying
calculations in an electronic spreadsheet format.

RESPONSE TO WMB/OCA-T1-1
. (a) Confirmed.

(b) Confirmed. Consistentwith the financial model of the Postal Service, 1do
not assume any cost savings from the provision of electronic address correction notices
in lieu of physical returns in estimating the financial value of the Washington Mutual
NSA using the Panzar analysis.

(c) Confirmed.

(d) Confirmed. Based uponthe Panzar analysis using the average First-class
Mail workshared letters own-price elasticity and the average price-discountelasticity, if
Washington Mutual mails First-class Mail solicitation letters exceeding 585 million, 584
million, and 582 million in Years 1, 2, and 3, respectively, the Postal Service will lose

First-Class Mail contribution. See response to part{g}, below.
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(e) Confirmed. The price-difference elasticity of -0.8538 was "backed-out" of
Washington Mutual's stated before-rates and after-rates point volume estimates, using
the average revenue for First-class marketing letters of $0.324, the Standard Mail
revenue per piece of $0.204, and the highest negotiated discount of $0.050

(f) See charts, below, for Years 1, 2, and 3, obtained by inserting -0.8538 in Cell

D11 of Excelfile "OCA-T-1_Att1-WMB.xls,” worksheet tab "Year 1.”

Year1
Net Change in USPS Contribution and Total WMB Discounts
(Response to WMB/OC A-T1-1(f): Elasticities 0 and -0.8538)

$17.500000 |- - oo e i
$15,500,000 — -
~ e E—— Total WMB Discounts
$13,500.000 - +— - — - -
i~ el
$11,500,000 1 . S _w_._,_k_\
‘_#. ‘—._\.-"
$9.500.000 | voume < ~
s7500000 | Susrantes T e
. $5,500,000 - - _ o L IR
Net Change in USPS Contribution — el

£3,500.000 | e . ehnangen .

$1,500000 }{- - - - - : e

3500000 E; | :o;vm ;_ -QF r 3 éwd e :8 3 8 . D . 8 < R O. - S =] 2 2 2 .‘\::\H

g § § § 8 fF B § 8 8 8 § 8 8 8 3 8 3 8 1 8 3

§2,500.000) 1 - - e - 2.2 - - 2 X Z ZF o= Ik

Actual Volume (million)




$15,500,000
$13,500,000
$11,500,000
§9.500.000
$7.500,000
$5,500.000
$3,500,000

$1,500.000

$(s00.000) [-——

${2,500.000)

ANSWERS OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORIESWMB/OCA-T1-1-4

Year 2
Net Change in USPS Contributionand Total WMB Discounts
(Responseto WMB/OCA-T1-1{f): Elasticities 0 and -0.8538)
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(g) See charts, below, for Years 1, 2, and 3, obtained by using the "Long-Run"

1.450 f

own-price elasticity (-0.129934) for First-class workshared letters estimated by witness

Thress (USPS-T-7), Table 16, in Docket No. R2006-1, and the average price-difference

elasticity (-0.111483) in the following equation

1.54?f
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A CAN
0,0, (P] [d]

where Qy is the before-rates Standard Mail volume, ¢, is the forecast after-rates First-
Class Mail volume, py is the before-rates average First-class Mail marginal price, p; is
the after-rates average marginal price, E, is the average First-class workshared letters
own-price elasticity, 4y is the before-rates average marginal price difference between
First-class Mail and Standard Malil, 4; is the afler-rates average marginal difference,

and Ey is the price-difference elasticity.

Year 1
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Year 2
Net Change in USPS Contribution and Total WMB Discounts
(Response to WMB/OCA-T1-1(g): Elasticities -0 1299 and -0.1115)
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$8.500,000
$7,500,000
56,500,000

$6.500,000 |- -

$4,500,000
$3,500,000
$2,500,000
$1,500.000

$500,000

$(500.000) 4
$1,500,000) T—

$(2,500,000}

Volume Guarantee

e ToRWMBDSCOME S

660

$(3,500.000)

Actual Volume (million)
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WMBIOCA-TI-2.

Please refer to page 80 of the Commission‘s Docket No. MC2005-3 Opinion and
Recommended Decision where it states, "the Panzar test does not tell the whole story
here since it does not take into account the potential benefits from the conversion of
flats to letters or the positive benefits from Bookspan’s unique multiplier effect.” Please
also referto page 31 of witness Ayub’s testimony.

a) Please confirm that the Postal Service estimates that the WMB NSA will
generate cost savings. If not confirmed, please explain fully.

b) Please confirm that the Panzartest "does not tell the whole story” in the WMB
NSA because it does not take into account these cost savings. If not confirmed,
please explain fully.

c) Please confirm that, in the Bookspan NSA, the Commission did, at least
qualitatively, take into account potential benefits from the NSA that are not

accounted for in the Panzar test. If not confirmed, please explain fully.

d) Please explain fully how you believe the cost savings from the WMB NSA should
be taken into account.

RESPONSE TO WMBIOCA-TI-2

(a) Confirmed that the Washington Mutual NSA will generate a cost saving
associated with providing electronic address correction notices in lieu of physical
returns, according to the Postal Service. However, those cost savings are not included
inthe Postal Service’s estimate of the financial value of the Washington Mutual
agreement.

(b) Confirmed that neither the Panzar analysis nor the Postal Service’s financial
model “teil[s] the whole story” since neither model takes into account cost savings from

the provision of electronic address correction notices in lieu of physical returns.
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(c) Confirmed that the Commission qualitatively took into account the potential
benefits of Bookspan’s multiplier effect. Inthe absence of an estimate of the financial
value of the multiplier effect, it is not possible to account for any potential benefits using
the Panzar analysis. Assuming an estimate of the financial value of Bookspan’s
multiplier effect were available, that value could have been incorporated into the Panzar
analysis as described in part (d), below.

(d) Consistentwith the financial model of the Postal Service, 1 do not assume
any cost savings from the provision of electronic address correction notices in lieu of
physical returns in estimating the financial value of the Washington Mutual NSA using
the Panzar analysis. However, those cost savings, estimated at $2.2 million, $2.4
million, and $2.7 million in Years 1, 2 and 3, respectively, could be incorporated into the
Panzar analysis as follows. For any assumed actual after-rates volume, the estimated
cost savings for each year would be added to the “Net USPS Benefits” (Column [3] in
OCA-T-1, Attachment 1) associated with the assumed actual volume for that year to
estimate total value (i.e., net revenue plus cost savings) to the Postal Service. For
example, the estimate of total value to the Postal Service in Year 1 assuming an actual
volume of 521 million would be $3,380,663, consisting of $1,180,663 in “Net USPS

Benefit“ and $2,200,000 in cost savings.
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WMBIOCA-TI-3

Please refer to Table 1 on Page 25 of your testimony, which presents your analysis of
the Net Present Value of the Washington Mutual NSA.

a)

b)

d)

9)

Has the Commission required the net contribution of previously approved NSAs to
cover negotiation costs? If so, please provide references to where the
Commission in its previous Opinions and Recommended Decisions has required
this.

Has the Commission required the net contribution of previously approved NSAs
to cover litigation costs? If so, please provide references to where the
Commission in its previous Opinions and Recommended Decisions has required
this.

Has the Commission required the net contribution of previously approved NSAs
to cover administrative costs? If so, please provide referencesto where the
Commission in its previous Opinions and Recommended Decisions has required
this.

Has the Commission required the net contribution of previously approved niche
classifications to cover litigation costs? If so, please provide referencesto where
the Commission in its previous Opinions and Recommended Decisions has
required this.

Has the Commission required the net contribution of previously approved niche
classifications to cover administrative costs? If so, please provide referencesto
where the Commission in its previous Opinions and Recommended Decisions
has required this.

Are the administrative, litigation, and negotiation costs shown in Table 1
institutional costs or attributable costs according to USPS costing methods?
Please explain your response fully.

Are the administrative, litigation, and negotiation costs shown in Table 1
institutional costs or attributable costs according to PRC costing methods?
Please explain your response fully.
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RESPONSE TO WMB/OCA-T1-3

(@) — (c) No. That said, one of the purposes of my testimony is to ask the
Commission to determine whether the Washington Mutual agreement should produce a
positive return on investment, using net present value analysis, considering the Postal
Service’s investment in negotiating and litigating the agreement, and the estimated
annual administrative expenses.

(d) — (e) While the Commission has not specifically estimated the litigation or
administrative costs associated with a niche classification, or required that those costs
be covered by revenues generated from a previously approved niche classification,
there is an essential difference between an NSA and a niche classification. For a niche
(or any other) mail classification, the Commission sets rates sufficient to cover
attributable costs and make a reasonable contributiori tc the Postal Service’s
institutional costs, which include litigation and administrative costs. The resulting cost
coverage may cover all or part of these institutional costs associated with the niche
classification. Inany event, it is clear these costs are considered at least indirectly by
the Commission in determining the appropriate cost coverage for the niche
classification. Inthe case of NSAs, negotiation, litigation and administrative expenses
are not considered at all because neither the Postal Service nor the Commission has
established an appropriate “cost coverage,” or specified a positive rate of return for
NSAs.

(f) Underthe Postal Service’s costing methodology, negotiation, litigation, and

administrative costs associated with an NSA would be considered incremental costs.
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Consequently, the Postal Service's markup would be expectedto cover volume variable
as well as incremental costs.

(g) Underthe Commission's costing methodology, negotiation, litigation, and
administrative costs associated with an NSA would also be considered incremental
costs. In setting rates, the Commission would be expected to add incremental costs to

volume variable costs, for which an appropriate markup would be made.
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WMBIOCA-TI-4

Please refer to footnote 44 on page 26.Please refer further to Tr. 2/184 where witness
Ayub states, ‘| think [the penalty] is supposed to cover the transaction costs of pursuing
the NSAs.”

a) bthe cited statement from Mr. Ayub the entire basis of your estimate of litigation
costs? If not, please explain fully the basis of your estimate

b) Please explain fully the basis of your assumption that the costs to negotiate an
NSA are $250,000.

RESPONSE TO WMBIOCA-TI-4

(a) Yes.

(b) Duringdiscovery, | attempted to develop directly the Postal Service’s costs
related to the negotiation of the Washington Mutual NS4. As a result of the Postal
Service’s objection to my discovery request (see Objection of United States Postal
Service to Interrogatory of the Office of Consumer Advocate to Witness Ayub
(OCA/USPS-T1-28), July 10, 2006), however, | assumed negotiation costs of $250,000,
based upon the work effort described in the testimony of witness Ayub, much of it
occurring “[a]fter the commencement of negotiations with WMB.” (Page 13). That work
effort includes “extensive additional [Postal Service] research on the company using
data from Postal Service systems and from publicly available sources.” (1d.) The
Postal Service work effort also involves considerable analysis “of a company’s Before
Rates forecasts,” specifically analysis of volume trends, economic variables, account
growth, and the company’s response during negotiations, plus research and

discussions with outside analysts. Moreover, the Postal Service’s “process of
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evaluating WMB'’s forecast is an iterative process that continues through the course of
our NSA negotiations.” (Page 14) Inaddition, once negotiations have concluded, the
agreement “undergoes a rigorous internal review process at the Postal Service,
including review by a cross functional group of managers and executives.” (Page 14-
15) These elements-extensive additional research considerable analysis, an iterative
evaluation process, and rigorous management-executive review —formed the basis for

my estimate.
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.' WMB/OCA-T1-5.

Please refer to your response to WMB/OCA-T1-2(d) where you explain how cost
savings "could be incorporated into the Panzar analysis." Please also refer to your
response to WMB/OCA-T1-1(f) where you provide a Panzar analysis using a price-
difference elasticity of -.8538. Finally, please refer to Table 4 on page 9 of WMB-T-1,
which shows after-rates First-class Mail volume forecasts of 713 million, 750 million,
and 785 million pieces, respectively, for Year 1, 2, and 3 of the NSA. Forthe purpose

of this interrogatory, please assume that WMB's own-price elasticity for First-class Mail
IS zero.

(a) Based upon a Panzar analysis that incorporates cost savings using the method
described in your response to WMB/OCA-T1-2(d), what is the minimum price-
difference elasticity that would result in a Year 1 USPS net benefit at an after-
rates volume of 713 million First-class Mail pieces? Please provide all of your
underlying calculations.

(b) Based upon a Panzar analysis that incorporates cost savings using the method
described in your response to WMB/OCA-T1-2(d), what is the minimum price-
difference elasticity that would result in a Year 2 USPS net benefit at an after-
rates volume of 750 million First-class Mail pieces? Please provide all of your
underlying calculations.

. (c) Based upon a Panzar analysis that incorporates cost savings using the method
described in your response to WMB/OCA-T1-2{d}), what is the minimum price-
difference elasticity that would result in a Year 3 USPS net benefit at an after-

rates volume of 785 million First-class Mail pieces? Please provide all of your
underlying calculations.

RESPONSE TO WMBIOCA-TI-5

The "minimum"” price-difference elasticities requested are unrelated to, and can
only be derived separately from, the cost savings estimated by the Postal Service. The
estimated cost savings from the provision of electronic address correction notices are
calculated from Postal Service costs of providing electronic versus physical returns and

a subset of Washington Mutual's after-rates volumes. As described in my response to

. WMB/OCA-T1-2(d}, the Postal Service's estimated cost savings "would be added to the
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. ‘Net USPS Benefits’,” which is estimated separately using a price-difference elasticity in
the Panzar analysis.

As requested, however, the "minimum?” price-difference elasticities can be
derived from Washington Mutual’s before-rates and after-rates point volume estimates
for each year, the average revenue per piece for First-class Mail marketing letters and
Standard Mail letters, and the agreement's negotiated discounts. Assuming
Washington Mutual’s own-price elasticity for First-class Mail marketing letters is O, the

form of the equation is

£
_o 1%
e

a

where E, is the price-difference elasticity, g, and @, are Washington Mutual’s before-
. rates (450, 475, and 500 million) and after-rates (713, 750, and 785 million) point
volume estimates, respectively, for each year, d, isthe before-rates average marginal
price difference between First-class Mail marketing letters and Standard Mail letters
($0.346 - $0.206), and d, is the after-rates marginal pnce difference at the highest

negotiated discount ($0.346 - $0.206 - $0.050), as provided in the testimony of witness

Ayub (USPS-T-I), Appendix 1, Page 10, revised June 7,2006.

The “minimum” price-difference{i.e., “discount”) elasticity, £,, the only unknown,

can then be “backed-out” of the equation above by solving the following:

d

nQ, =0 +E,; -ln[-go—J
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. The "minimum" price-differenceelasticities for each year, calculated in the
attachment to this response, are presented below.
(a) Year 1: -1.0437

(b) Year 2: -1.0358

(c) Year 3: -1.0230
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WMB/OCA-T1-6.

Please refer to the charts you provided in response to WMB/QCA-T1-1(f), which show
that, assuming an own-piece elasticity of zero and a price-difference elasticity of -
0.8538 and ignoringthe NSAs cost savings, the NSA will generate a significant net
change in USPS contribution in each year at WMB’s After Rates volume forecasts.

Please also refer to interrogatory WMBIOCA-T1-5 and your response to it. Albeit in
different words, WMB/OCA-T1-5 asked you how large WMB's price-difference elasticity
would need to be for the NSA to generate a positive net change in USPS contribution
each year at WMB’s After Rates volume forecasts (713 million in Year 1, 750 million in
Year 2, and 785 million in Year 3). You responded to this interrogatory by providing
estimates of the price-difference elasticities implied by WMB’s Before-Rates and After-
Rates volume forecasts if one makes the additional assumption that WMB'’s own-price
elasticity is zero.

Assuming that WMB’s own-price elasticity is zero, how iarge, accordingto a Panzar
Analysis, must the price-difference elasticity be for the NSA to produce a positive USPS
net change in USPS contribution at WMB'’s After-Rates volume forecasts? Please
provide your underlying calculations. If you are unabie to incorporatethe NSAs cost

savings into the “Panzar Analysis,” please indicate that this is so and ignore the NSA'’s
cost savings in performing the Panzar Analysis.

RESPONSE TO WMB/OCA-T1-6

| interpret this interrogatory to request calculation of a price-difference elasticity
assuming Washington Mutual enters First-class Mail solicitation letter volume that
generates discounts equal to the estimated return cost savings of $2.2 million, $2.4
million, and $2.7 million at the stated after-rates volume of 713 million, 750 million, and
785 million, respectively, in Years 1, 2, and 3 of the agreement.

The following information is known: Washington Mutual’s after-rates (i.e., 713
million, 750 million, and 785 million) volume estimate fcr each year, the average
revenue per piece for First-class Mail solicitation letters {i.e., $0.346) and Standard Mail

letters (i-e., $0.2086), and the relevant negotiated discount {i.e., $0.035, $0.040, $0.045,
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or $0.050). Inthe absence of a stated before-rates volume, however, a new before-
rates volume must be calculated for each year of the agreement

At the third declining block discount ($0.045) tier, solicitation letter volume of 54
million, 58 million, and 65 million generate discounts equalto $2.2 million, $2.4 million,
and $2.7 million, respectively, during Years 1, 2, and 3 of the agreement. This implies
a new before-rates volume (or initial discount threshold volume) of 659 million (713
million — 54 million), 692 million (750 million — 58 million), and 720 million (785 million -
65 million) in Years 1, 2, and 3, respectively.

Given the above information, and assuming Washington Mutual’s own-price

elasticity for First-class Mail marketing letters is 0, the form of the equation is

d, "
2-01{3)

where E, isthe price-difference elasticity, ¢, and Q, are the new before-rates (659,

692, and 720 million) and previously provided after-rates (713, 750, and 785 million)

volume estimates, respectively, for each year, 4, is the before-rates average marginal

price difference between First-class Mail marketing letters and Standard Malil letters

($0.346 - $0.2086), and d, isthe after-rates marginal price difference at the relevant

negotiated discount ($0.346 - $0.206 - $0.045).

The price-difference (i.e., “discount”) elasticity, £, , the only unknown, can then

be “backed-out” of the equation above by solving the following:

Ing,=InQ, +E, -ln{;‘j—(’]
d

458




RESPONSE OF OCA WITNESS JAMES F. CALLOW
TO INTERROGATORY WMB/OCA-T1-6

The price-difference elasticities for each year, calculated inthe attachment to
this response at page 2, are presented the table below.

YEAR 1 YEAR 2 YEAR 3
AR Volume Elasticity AR Volume Elasticity AR Volume Elasticity

713 Million -0.2035 750 Million -0.2080 785 Million -0.2233

It should be noted that the calculations presented above are not the Panzar
analysis developed in my testimony, which estimates the increase or decrease in
institutional contribution at each after-rates volume. Rather, the above calculations
represent a variation of the “suggested framework developed by the Commission in
PRC Op. MC2004-3 (Bank One Opinion and Further Recommended Decision), paras.
5001-5038. Washington Mutual’s variation is the suggested use of its after-rates
volumes to estimate a new before-rates volume —representingthe difference between
the after-rates volume and a volume that generates discounts equal to the return cost
savings —and then calculating the resulting price-difference elasticity to judge whether

the new before-rates volume is reasonable or not. As stated by the Commission:

The Panzar analysis is notto be confused with the alternative approach model for

designing declining block NSAs suggested by the Commission in its Opinion and

Further Recommended Decision in MC2003-4, paras. 5001-38. The former is an

analysis for evaluating the risk of loss, while the latter is a model for negotiating
NSAs that uses the Panzar analysis in their design.

PRC Op. MC2005-3 (Bookspan), para. 4089, fn 110

459




460

‘uoiNw 1saiesu o) papunoy (8] [oL]

(11 IS P ) B (]
so'0$ /iyl (8]

000'000'EEL - 000'000'SS. ‘000000 £°4 - 000'000°ZZL '000'000'v29 - 000'000'688  [2]
0D0'000'0ZL - 000'D00'EEL ‘000°000°ZES - 000°000° 202 '000'000'659 - 000'000°F20  [9]

Wl +1e]l+12] gl
(fel+2D-01 ¥
oro0s .2l (gl
SE0'0¢ . [0] [zl
tee‘-1-sdsn (1]
$92IN0S pue SBION

00G°'000°G9  000'000°85 000'000°5S pepunoy  [oll
000°000'69  CEE'EEE'ss 688'882'CS SUNJOA I6]
000'C00'GE  EEC'EEE'8T 689'888'5C Jan pauyL sl
000'000'GY  000'000'GL 000'0600'S1L 1an puosag [/]
000'000'GL  000'000'SL 000°'000°GL 190 1504 (9]
SWIN|OA JUNOISIJ

000'004'CT $ 000'00%'Z % 0000022 $ sjunoasig [sl
DOD'GLG L § 000'GL2'L S 000'620°L  §  (5PO'0%)en paul vl
000'005 ¢ 000'00¢ $ 000'C09 $ Ov0'0%) Jon puosag [g]
TOO0'SES § 000'SES $ 000°SES $ (sco0%)senisng [2)
pawse] sjunoss|a

000002 & 000°00F'Z $ 000'00Z'T % Buines 1500 [1]
£ Ieap Zleap | lesi wm:_>uw 1S00 Wmay

sBuIAES )50 WINJaY jenbTg SIUNODSI] AIBYAA IUIN|CA JUNOISIF JO UONRINDIES

5500 $ - gsoo 3 - Usu U ¥ -

0500 $ - - 0600 $ - - 0500 $ -

0500 $ - 0500 b - 0500 3

S0 % | 000'D00'58L 000'000'€82 | SPOD ¢ | 000'D00'0SL 000'000'222 | YOO $ | 00Q'000'CLL 000'000'689
Qv0'0 % | 0DO'DDO'ESL 000'000'8EL | OFOO $ { DOO'000ZEL 000'000'£02 [ OPOO $ ! D0O'000°'689 000°000'rL9
SEO0D $ | 000'000'8EL Q00'000'CEL | SEOO $ | 000'000°L0L 000°000°Z69 | SE0D % | 000'000'+.9 000°000'659

unoosig plOySaIy ] Juno3sig pIOySaiy ] Junoosig pIOySaIyL
B ¢ 128, Z leap ] JBa)

| abey

g-1L1-v20/9NM O 8suodsay auy 0] JUSWIYOBRY




461

|€eeco- |

£8LLE
2910.8E°0 BeCir'|)
S60°0%
St0'0%
ol 0%
02'0%
ore 0%
8E€89599'9 SB.
eLee6i6'0 021
Uiy 6o
€ 1ea)

[os0z0- )

€81LT
Z91048€0 8STLY'L
G60°0$
S¥0'08
ori 0%
902 0%
9ve 0%
€££0029'9 06/
9856£5°9 69
oo
FALEIN

seozo |

291048E°0 ¥085C.iY'L

£8LLe

S60°0%

S+0'0%

orL'0%

902'0%

9¥£'0%
SI8¥6959 ELL
9eZ206¥'9 659

{uyooy

TIEa

O

Bo jeamepn

[£111(g]

fa] - [g]

- Bd ‘v ddy '}-1-SdSN

[+ - [e]

papunosun (9<t2-9A\34) 0, Bd 'v ddy ‘|-1-SdSN
papuroiun (9<k2-9A3d) 0, 6d v ddv ‘L-L-8dSn
- gBd'vddy ‘i-1-8dsn

[01] 8U. < '188USHION ,SOWN|OA,,

(6]
[e}
[2]
f9l
sl
vl
[el
{2l
(1

¢ 8924N0S

Ayonse(3 Junoasiq,

BoT jeimenN

90URIBYIQ B2Uid HY / HE oney
BoUdIBYI 8dlig |eubiepy Yy

(181 pay) wunoosiq

le PIS - WD4 ‘@0ualayiq 8old 9AY Hg

odiasy PIS
odfs PIN WOH A9Y anay

SWNOA UV dNM
SUNICA HF gt MmeN

Ayonse|3 (unodsiq, “9'1) ,BoURIRLIG-8Ud,,

fel
(gl
(2]
[0l
[5]
(¥l
[el
[c]

]

Z abed
9-11-¥D0/gINM ©) 9suodsay au) 0} JuayoeRy




